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The Legislative Audit Committee

of the Montana State Legislature:

Enclosed is the report on the audit of the Montana State Lottery for the year ended

June 30, 1995.

The audit was conducted by Olness and Associates, PC, under a contract between the

firm and our office. The comments and recommendations contained in this report

represent the views of the firm and not necessarily the Legislative Auditor.

The report contains no recommendations; therefore, the agency did not provide a

response.

Respectfully submitted

Scott Seacat

Legislative Auditor

95C-01
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MONTANA STATE LOTTERY

INTRODUCTION AND BACKGROUND

JUNE 30, 1995

INTRODUCTION

The purpose of oxir contract with the State and Montana State Lottery was to conduct a financial-

compliance audit of the Montana State Lottery's financial statements and issue an opinion on such. The

scope of oiu- services is defined in our contract with the Office of the Legislative Auditor, dated June 27,

1994, and as supplemented by certain requirements included in the bidder information.

As a result of our audit, we have issued an independent auditor's report on internal control structure and

an independent auditor's report on compliance with laws and regulations, which include certain required

comments per the contract.

BACKGROUND

The Montana State Lottery was created in November 1986 by a referendum vote of the people of

Montana. The "Montana State Lottery Act of 1985" spears as Chapter 669 of the Montana Session Laws
and Title 23, Chapter 7, of the Montana Code Aimotated. The general purpose is to allow lottery games

in which players purchase fi-om the state, through the administration of the Montana State Lottery, a

chance to win a prize. Disposition of revenue is a minimxmi of 45 percent for prizes and a maximum of

10 percent for commission to sales agents. The remaining revenue, less operating expenses, is transferred

to the Montana Office of Public Instruction and the Montana Board of Crime Control. Effective July 1,

1995, the Montana State Lottery is required to transfer its net revenue to the Montana State General Fund

rather than the Montana Office of Public Instruction and the Montana Board of Crime Control. This

change was enacted through the passage of SB 83 by the 1995 Legislature and signed into law by

Governor Racicot in April 1995.
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INDEPENDENT AUDITOR'S REPORT

To the Commissioners

Montana State Lottery

Helena, Montana

We have audited the accompanying financial statements of Montana State Lottery (Lottery), an enterprise

fimd of the State of Montana, as of and for the years ended June 30, 1995 and 1994, as listed in the table

of contents. These financial statements are the responsibility of the Lottery's management. Our
responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with generally accepted auditing standards and Government

Auditing Standards, issued by the Comptroller General of the United States. Those standards require that

we plan and perform the audit to obtain reasonable assurance about whether the financial statements are

fi-ee of material misstatement. An audit includes examining, on a test basis, evidence supporting the

amounts and disclosures in the financial statements. An audit also includes assessing the accounting

principles used and significant estimates made by management, as well as evaluating the overall financial

statement presentation. We believe that our audit provides a reasonable basis for our opinion.

As discussed in Note 1, the financial statements present only the Montana State Lottery and are not

intended to present the financial position of the State of Montana and the results of its operations and cash

flows of its proprietary fimd types and nonexpendable trust fimds in conformity with generally accepted

accounting principles.

In our opinion, the financial statements referred to above present fairly, in all material respects, the

financial position of Montana State Lottery, an enterprise fimd of the State of Montana, as of June 30,

1995 and 1994, and the results of its operations and its cash flows for the years then ended in conformity

with generally accepted accounting principles.

In accordance with Government Auditing Standards, we have also issued a reported dated August 25, 1995

on our consideration of the State of Montana's internal control structure as it relates to the Montana State

Lottery and a report dated August 25, 1995 on its compliance with laws and regulations.

0/td^^^/l^i^d^^^P^

August 25, 1995





MONTANA STATE LOTTERY
BALANCE SHEETS

June 30, 1995 and 1994

ASSETS
1994

CURRENT ASSETS
Cash and cash equivalents (note 2)

Accounts receivable, less allowance for doubtful

receivables of $6,375 in 1995 and $8,453 in 1994

Inventory

Other current assets (note 3)

TOTAL CURRENT ASSETS

FIXED ASSETS
Furtuture, fixtures and equipment

Accumulated depreciation and amortization

OTHER ASSETS
Long-term receivable (note 4)

2,647,262 3,023,658

525,276

393,848

64,781





MONTANA STATE LOTTERY
STATEMENTS OF REVENUES, EXPENSES AND CHANGES IN RETAINED EARNINGS

Years Ended June 30, 1995 and 1994

1994

OPERATING REVENUES
Instant ticket games

On-line games

License fees

TOTAL OPERATING REVENUES

COST OF TICKET REVENUES
Instant ticket prize expense

On-line ticket prize expense

Retailer commission

On-line vendor fees

Cost of tickets sold

TOTAL COST OF TICKET REVENUES

NET OPERATING REVENUES

OPERATING EXPENSES
Advertising

Commmiications

Contractual services

Depreciation

Management fees

Multi-state operating fees

Persoimel services

Repairs and maintenance

Stqjplies and materials

Utilities and rent

Travel

Other

TOTAL OPERATING EXPENSES

OPERATING INCOME

NONOPERATING REVENUES (EXPENSES)

Interest income

Gain on disposal of fixed assets

TOTAL NONOPERATING REVENUES (EXPENSES)

INCOME BEFORE OPERATING TRANSFERS

OPERATING TRANSFERS OUT
Montana Office of Public Instruction

Montana Board of Crime Control

TOTAL OPERATING TRANSFERS

$ 7,281,701 $





MONTANA STATE LOTTERY
STATEMENTS OF CASH FLOWS
Years Ended June 30, 1995 and 1994

1995

CASH FLOWS FROM OPERATING ACTlVmES
Operating income

Adjustment to reconcile operating income to net

cash provided (used) by operating activities

Depreciation

Changes in assets and liabilities

Decrease in accounts receivable

Increase in inventory "

(Increase) decrease in other current assets

Increase in long-term receivable

Increase (decrease) in accounts payable

Decrease in estimated prize liability

Increase (decrease) in other current liabilities

Increase in long-term liabilities

NET CASH PROVIDED BY OPERATING ACTIVITIES

CASH FLOWS FROM NONCAPITAL FINANCING ACTIVmES
Operating transfers out:

Montana Office of Public Instruction

Montana Board of Crime Control

NET CASH USED BY NONCAPITAL
FINANCING ACTIYITIES

CASH FLOWS FROM CAPITAL AND RELATED
FINANCING ACTTVmES
Proceeds from the sale of fixed assets

Purchase of fixed assets

NET CASH USED BY CAPITAL AND CAPITAL
RELATED FINANCING ACTIVITIES

CASH FLOWS FROM INVESTING ACTIVITIES
Interest earned on investments

NET CASH PROVIDED BY INVESTING ACTIVITIES

NET DECREASE IN CASH AND CASH EQUIVALENTS

CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR

CASH AND CASH EQUIVALENTS AT END OF YEAR

8,390,405 $ 9,241,882

60,814 42,241

346,988





MONTANA STATE LOTTERY
NOTES TO FINANCIAL STATEMENTS

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization

The Montana State Lottery (hereafter referred to as the Lottery) was created in November 1986 by a

referendum vote of the people of Montana. Section 23-7-101, Montana Code Annotated (MCA)
establishes the provision of the code under which the Lottery operates. The Lottery is operated by a

five-member commission consisting of Montana residents appointed by the Governor. The Commission,

by law, has the power to operate a state lottery, determine the types and forms of lottery games, set ticket

prices, determine the number and size of prizes, conduct lottery drawings, enter into agreements to offer

lottery games with other states, and prepare financial reports. The Lottery is attached to the Montana
Department of Commerce for administrative purposes.

Disposition of revenue is a minimum of 45 percent for prizes and a maximum of 10 percent for

commissions to sales agents. The remaining revenue, less operating expenses, is transferred to the

Montana Office of Public of Instruction and the Montana Board of Crime Control.

Reporting Entity

The Lottery is included in the State of Montana's financial statements as an enterprise fimd. In

accordance with governmental accounting and financial reporting standards, there are no component units

that should be included in the Lottery's financial statements.

Basis of Accounting

The Lottery utilizes the accrual basis of accounting and is classified as an enterprise fimd of the

governmental proprietary fimd type. Enterprise fimds account for operations similar to private business

enterprises where the intent of the Legislature is that costs are to be financed or recovered primarily

through user charges, or where the Legislature has decided that periodic determination of revenue earned,

expenses incurred or net income is appropriate.

Revenue Recognition

Sales of instant lottery tickets are made to licensed retailers who market the tickets to the public on a

commission basis. Revenue is recognized when the tickets are delivered to the retailers. Tickets not sold

by retaUers may be returned for credit. Sales are reduced for estimated ticket returns.

Sales of on-line lottery tickets are made to licensed retailers who market the tickets through the use of

computerized terminals on a commission basis. Revenue is recognized on drawing dates. Tickets sold in

advance of future drawing dates are recorded as deferred revenue until the ticket becomes valid for a

drawing.

Cash and Cash Equivalents

Cash and cash equivalents consist of interest-bearing deposits with the Montana Board of Investments

short-term investment pool, cash on deposit with a bank and cash on deposit with the Montana State

Treasurer that is part of the State's pooled cash and is not separately identifiable as to specific types of

securities. These fimds are highly liquid and may be drawn on daily.

Inventory

Inventories consist oftickets and supplies. Ticket inventory includes instant lottery tickets that are carried

at cost using the specific identification method. Tickets are charged to cost of sales when sold. Unsold

tickets are charged to cost of sales upon the end or cancellation of the related game. Supply inventory is

carried at cost and expensed as used.





MONTANA STATE LOTTERY
NOTES TO FINANCIAL STATEMENTS (continued)

Prizes

Prepaid prizes represent prizes purchased and on-hand in advance of game awards. Prize expense is

recognized based on a predetennined prize structure for each instant ticket and on-line game. Free tickets

are recorded as a reduction in revenue and not as prize expense.

Intangible Assets

Intangible assets represent the per ticket cost paid to Automated Wagering Inc. for advance on-line ticket

sales. These ticket sales, also referred to as deferred revenue, represent tickets sold prior to June 30, 1995

and 1994 for drawings held subsequent to year-end.

Fixed Assets

Fixed assets are recorded at cost. Donated fixed assets are recorded at their estimated feir market value

at the date of donation. Ordinary maintenance and repairs are charged to operations as incurred; major

renewals and betterments are c^italized. Upon disposition or retirement of fixed assets, the cost and

related accumulated depreciation or amortization is removed fi^om the accounts. Gain or loss on disposal

is reflected in nonoperating revenues and expenses. Depreciation and amortization are calculated on a

straight-line basis over estimated useful lives of two to ten years.

Contributed Capital

Contributed capital represents equity acquired through contributions from vendors and the State of

Montana.

Compensated Absences

State employees earn vacation leave ranging from fifteen to twenty-four days per year based on years of

service. Vacation leave may be accimiulated to a total not to exceed twice the maximum number of days

earned annually. Sick leave accumulates at a rate of twelve days per year vnth no maximum
accumulation. Upon retirement or termination, an employee is paid for 100 percent of tmused vacation

leave and 25 percent of unused sick leave.

Reclassifications

The Lottery has reclassified certain prior year balances to conform to the current year's presentation.

NOTE 2 - CASH AND CASH EQUIVALENTS

Cash and cash equivalents consist of the following:

June 30.

1995 1994

Short-term investment pool $ 2,104,119 $ 2,881,100

Cash on deposit witii State Treasurer 533,403 132,408

Cash in revolving deposit account 9,590 10,000

Petty cash 150_ 150_

$ 2.647,262 $ 3.023.658

Reference to the audit of the State of Montana would identify the level of risk associated with cash and

cash equivalents in the short-term investment pool and amounts retained with the State Treasurer. The

bank balance of tiie revolving deposit account was $10,767 and $10,258 at June 30, 1995 and 1994,

respectively, and was covered by federal depository insurance. The carrying amount reported in the

balance sheet for cash and cash equivalents approximates the fair market value.





MONTANA STATE LOTTERY
NOTES TO FINANCIAL STATEMENTS (continued)

NOTE 3 - OTHER CURRENT ASSETS

Other current assets consist of the following:

Prepaid prizes and expenses

Intangible assets

Interest receivable on investment pool

Employee advances

Other

June 30.





MONTANA STATE LOTTERY
NOTES TO FINANCIAL STATEMENTS (continued)

Montana State Lottery winners with respective par values of $48,671,305 and $5 1,060,1 1 1 and respective

market values of $30,830,604 and $29,491,684.

The Montana State Lottery has five Lotto*America winners. The combined total of future prize payments

owed is $48,671,000 and $51,059,000 at June 30, 1995 and 1994, respectively. Total annual payments

due over each ofthe next five years is $3,088,000 aimually and $33,23 1,000 thereafter. The present value

of future prize payments approximate the current maricet value of the bonds held in trust for the Montana

State Lottery wirmers.

Multi-State Lottery Association Financial Position

Information related to the Multi-State Lottery Association's audited financial statements is as follows:

June 30.

Total assets

Total liabilities

Total fimd balance

Total liabilities and fund balance

Total revenues

Total expenses

Excess (deficit) revenues over expenses

NOTE 5 - ESTIMATED PRIZE LIABILITY

The estimated prize liability represents the Lottery's estimate of prizes payable related to games in process

at year-end based on the predetermined prize structure of each outstanding game.

NOTC 6 - OBLIGATION TO TRANSFER FUNDS

Begirming July 1, 1992, the Lottery is required to transfer, each quarter, 9.1 percent of income before

transfers to the Montana Board of Crime Control. The balance of income before transfers is transferred

to the Montana Office of Public Instruction. The following is a summary of total transfer obligations

outstanding:





MONTANA STATE LOTTERY
NOTES TO FINANCIAL STATEMENTS (continued)

Control. This change was enacted through the passage of SB 83 by the 1995 Legislature and signed into

law by Governor Racicot in April 1995.

NOTE 7 - OTHER CURRENT LL^BILITIES

Other current liabilities consist of the following:

June 30.





MONTANA STATE LOTTERY
NOTES TO FINANCIAL STATEMENTS (continued)

NOTE 11 - EMPLOYEE BENEFIT PLANS

Pension Plan

All eligible employees of the Lottery participate in the Montana Public Employees Retirement System

(PERS), a defined benefit, cost-sharing, multiple-employer retirement plan. The Lottery is required to

contribute for fiill-time employees at the rate of 6.7% of aimual compensation under State statute.

Employees are required to contribute 6.7% of annual compensation. Part-time employees have an option

to belong to the retirement plan, depending upon hours worked.

The total number of Lottery employees covered during the years ended Jime 30, 1995 and 1994 was 37

and 34, respectively. Total payroll for Lottery employees was $864,938 in 1995 and $914,535 in 1994.

Total covered payroll was $813,839 and $880,321 for 1995 and 1994, respectively. The Lottery's

contributions were $54,557 and $69,949 for the years ended Jime 30, 1995 and 1994, respectively.

Benefit eligibility is age 60 with at least five years service; age 65 regardless of service; or 30 years of

service regardless of age. Actuarially reduced benefits may be taken with 25 years of service or at age

50 with at least five years of service. Monthly retirement benefits are determined by taking 1/56 times

the mmiber of years of service times 60% maximum of final pay. Members' rights become vested after

five years of service.

The "pension benefit obligation" is a standardized disclosure measure of the present value of pension

benefits, adjusted for the effects of projected salary increases and step-rate benefits, estimated to be

payable in the fixture as a result of employee service to date. The measure, which is the actuarial present

value of credited projected benefits, is intended to help users assess the system's fimding status on a

going-concern basis, assess progress made in accxmiulating sufficient assets to pay benefits when due and

make comparisons among employers. The Lottery is xmable to determine the actuarial present value of

credited projected benefits and net assets available for benefits since the information is available only on

a total State basis, not agency basis.

The pension benefit obligation at Jime 30, 1994, (the latest information available) for the State system as

a whole was $1,475,986,000. The system's net assets available for benefits at cost on Jime 30, 1994 were

$1,202,063,000 leaving an overall unfimded pension benefit obligation of $273,923,000. The Lottery's

1994 contribution represented less than 1% of total June 30, 1994 contributions required of all

participating entities. The Lottery is not responsible for any state system unfimded liability.

Ten-year historical trend information showing the State system's progress in accumulating sufficient assets

to pay benefits when due is presented in the system's June 30, 1994 annual financial report, which is

available fi-om the Montana Department of Administration.

Deferred Compensation Plan

The Lottery's permanent employees are eligible to participate in the State of Montana's deferred

compensation plan. The State of Montana administers the plan by contractual arrangement with

Nationwide Insurance. The amount of compensation deferred is not available to employees until

termination, retirement, death, or unforeseen emergency. All amounts deferred under the plan created

under Intemal Revenue Code Section 457 remain the property of the State of Montana until paid, subject

only to claims of the State of Montana's general creditors. Participants' rights under the plan are equal

to those of general creditors of the State of Montana in an amount equal to the fair market value of the

deferred account for each participant.





MONTANA STATE LOTTERY
NOTES TO FINANCIAL STATEMENTS (continued)

NOTE 12 - RELATED PARTY TRANSACTIONS

During the ordinary course of business, other State agencies provide certain services and supplies to the

Lottery. During 1995 and 1994, total payments to otiier State agencies were ^proximately $1,383,177

and $1,496,700, respectively.

NOTE 13 - COMMITMENTS AND CONTINGENCIES

Instant Tickets

The Lottery has signed agreements to purchase instant game tickets from Dittler Brothers, Inc., through

June 1996. This contract may be canceled by the Lottery with proper notification.

Maintenance Contract

The Lottery has signed an agreement for computer hardware and software maintenance with Stratus

Computer, Inc., for $3,528 per month. The agreement may be canceled by either party with proper

notification.

On-line Vendor

The Lottery has signed a contract with Automated Wagering International, Inc., a wholly owned
corporation of Video Lottery Technologies, Inc., to provide on-line terminals, central computers, and a

telecommimications network through November 1996. The contract provides for payments to be based

on a percentage of weekly sales.

Prize Contingencies

Certain Big Spin prizes awarded are payable to the wiimers in armual installments spanning seventeen to

twenty years with the first payment being made by the Lottery. The Lottery has entered into agreements

with an insiirance carrier under which purchased annuities will provide the required level of payments

corresponding to the Lottery's obligation to these prize wiimers. Because it is the intent of the Lottery

that the insurance carrier will make future installment payments directly to each prize winner, neither the

present value of the annuities nor the present value of the fiiture payments are reflected in the

accompanying financial statements. The Lottery would be liable for such fiiture payments in the gross

amount of $2,984,559 and $3,234,559 at June 30, 1995 and 1994, respectively, if the insurance carrier

de&ulted on their payments.

Advertising

The Lottery signed a contract with Wendt Advertising to provide advertising services for $12,750 per

month through September 1995. The Lottery has the option to extend the contract for an additional year.
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INDEPENDENT AUDITOR'S REPORT ON INTERNAL CONTROL STRUCTURE
BASED ON AN AUDIT OF FINANCIAL STATEMENTS PERFORMED
IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

To the Commissioners

Montana State Lottery

Helena, Montana

We have audited the financial statements of Montana State Lottery (Lottery), an enterprise fund of the

State of Montana, as of and for the year ended Jime 30, 1995, and have issued our report thereon dated

August 25, 1995.

We conducted oiu- audit in accordance with generally accepted auditing standards and Government

Auditing Standards, issued by the Comptroller General of the United States. Those standards require that

we plan and perform the audit to obtain reasonable assiu^nce about whether the financial statements are

free of material misstatement.

In planning and performing our audit of the financial statements of Montana State Lottery for the year

ended June 30, 1995, we considered its internal control structure in order to determine our auditing

procedures for the purpose of expressing our opinion on the financial statements and not to provide

assurance on the internal control structure.

The management of Montana State Lottery is responsible for establishing and maintaining an internal

control structure. In fulfilling this responsibility, estimates and judgments by management are required

to assess the expected benefits and related costs of internal control structure policies and procedures. The

objectives of an internal control structure are to provide management with reasonable, but not absolute,

assurance that assets are safeguarded against loss from imauthorized use of disposition, and that

transactions are executed in accordance with management's authorization and recorded properly to permit

the preparation of financial statements in accordance with generally accepted accounting principles.

Because of inherent limitations in any internal control structure, errors or irregularities may nevertheless

occur and not be detected. Also, projection of any evaluation of the structure to fixture periods is subject

to the risk that procedures may become inadequate because of changes in conditions or that the

effectiveness of the design and operation of policies and procedures may deteriorate.

In plarming and performing oiu- audit of the financial statements of Montana State Lottery, for the year

ended June 30, 1995, we obtained an imderstanding of the intemal control structure. With respect to the

internal control structure, we obtained an understanding of the design of relevant policies and procedures

and whether they have been placed in operation, and we assessed control risk in order to determine oiu-

auditing procedures for the purpose of expressing our opinion on the financial statements and not to

provide an opinion on the intemal control structure. Accordingly, we do not express such an opinion.

15





INDEPENDENT AUDITOR'S REPORT ON INTERNAL CONTROL STRUCTURE
BASED ON AN AUDIT OF FINANCIAL STATEMENTS PERFORMED

IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS - continued

Our consideration ofthe internal control structure would not necessarily disclose all matters in the internal

control structure that might be material weaknesses under standards established by the American Institute

of Certified Public Accountants. A material weakness is a reportable condition in which the design or

operation of one or more of the intemal control structure elements does not reduce to a relatively low level

the risk that errors or irregularities in amounts that would be material in relation to the financial statements

being audited may occur and not be detected within a timely period by employees in the normal course

of performing their assigned functions. We noted no matters involving the intemal control stmcture and

its operation that we consider to be material weaknesses as defined above.

However, we noted certain matters involving the intemal control stmcture and its operation that we have

reported to the management of Montana State Lottery in a separate letter dated August 25, 1995.

This report is intended for the information of the Lottery's Commissioners, management and the

Legislative Audit Committee. However, this report is a matter of public record and its distribution is not

limited.

OU^^J^^Ui^/'^
August 25, 1995
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INDEPENDENT AUDITOR'S REPORT ON COMPLIANCE BASED ON AN
AUDIT OF FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE

WITH GOVERNMENT AUDITING STANDARDS

To the Commissioners

Montana State Lottery

Helena, Montana

We have audited the financial statements of Montana State Lottery (Lottery), an enterprise fund of the

State of Montana, as of and for the year ended Jime 30, 1995, and have issued our report thereon dated

August 25, 1995.

We conducted our audit in accordance with generally accepted auditing standards and Government
Auditing Standards, issued by the Comptroller General of the United States. Those standards require that

we plan and perform the audit to obtain reasonable assiurance about whether the financial statements are

free of material misstatement.

Compliance with laws, regulations, contracts and grants applicable to Montana State Lottery is the

responsibility of the Lottery's management. As part of obtaining reasonable assurance about whether the

financial statements are fi-ee of material misstatement, we performed tests of Montana State Lottery's

compliance with certain provisions of laws, regulations, contracts and grants. However, the objective of

our audit of the financial statements was not to provide an opinion on overall compliance with such

provisions. Accordingly, we do not express such an opinion.

The results of our tests disclosed no instances of noncompliance that are required to be reported imder

Government Auditing Standards .

We noted certain immaterial instances of noncompliance that we have reported to the management of

Montana State Lottery in a separate letter dated August 25, 1995.

This report is intended for the information of the Lottery's Commissioners, management and the

Legislative Audit Committee. However, this report is a matter of public record and its distribution is not

limited.

August 25, 1995








